The small states of the Asia and Pacific region face unique challenges in raising their growth potential and living standards relative to other small states due to their small populations, geographical isolation and dispersion, narrow export and production bases, exposure to shocks, and heavy reliance on aid. Higher fixed government costs, low access to credit by the private sector, and capacity constraints are also key challenges. The econometric analysis confirms that the Pacific Island Countries (PICs) have underperformed relative to their peers over the last 20 years. Although these countries often face more limited policy tools, policies do matter and can further help build resilience and raise potential growth, as evidenced in the recent business cycle. The Asia and Pacific small states should continue rebuilding buffers and improve the composition of public spending in order to foster inclusive growth. Regional solutions should also continue to be pursued. JEL Classification Numbers: F15, F41, F42, F43, F47
I. INTRODUCTION
The small states of the Asia and Pacific region face unique challenges in raising their growth potential and living standards. These countries are particularly vulnerable because of their small populations, geographical isolation and dispersion, narrow export and production bases, lack of economies of scale, limited access to international capital markets, exposure to shocks (including climate change), and heavy reliance on aid. In providing public services, they face higher fixed government costs relative to other states because public services must be provided regardless of their small population size. Low access to credit by the private sector is an impediment to inclusive growth. Capacity constraints are another key challenge. These challenges seem to be particularly acute in micro states (states with a population of less than 200,000 people). The small states of the Asia and Pacific region face higher volatility than other small states in several respects, specifically, per capita GDP growth, changes in the terms of trade, aid, current account balance, and revenue.
The econometric analysis confirms that the Pacific Island Countries (PICs) have underperformed relative to their peers over the last 20 years. After controlling for some standard variables that explain per capita GDP growth, PICs suffer a disadvantage in per capita GDP growth of about 2 percentage points, compared with an average small state.
The small states also face more limited policy tools. Five out of 13 countries do not have a central bank and the scope for diversifying their economies is narrow. Given their large development needs, fiscal policies have been, at times, pro-cyclical. Within the Asia-Pacific small states group, the micro states are subject to more vulnerability and macroeconomic volatility than the rest of the Asia-Pacific small states.
But policies do matter and they can further help build resilience and raise potential growth. Despite all these challenges, these countries have done slightly better than some comparators during the recent business cycle, thanks to sound policies and strong linkages with resilient economies in the region, and some small states in the region have made progress in building policy buffers. But growth rates have remained quite low. Going forward, given their high vulnerability to external shocks, these countries should continue rebuilding buffers and improve the composition of public spending with regard to education, health, and infrastructure in order to foster inclusive growth. The Asia and Pacific small states have enormous untapped marine resources and further effort is needed to properly exploit and manage them. Regional solutions should also continue to be pursued, mainly in fisheries, information technology, and aviation safety. Further integration with the Asia and Pacific region should help raise growth potential.
II. CHARACTERISTICS OF SMALL STATES IN THE ASIA AND PACIFIC REGION
The small states of the Asia and Pacific region face unique challenges in raising their growth potential and living standards. These challenges distinguish them from the broader group of small states across other regions. Even among them, heterogeneity is high, with the micro 2 states subject to more vulnerability and macroeconomic volatility than the rest of the Asia-Pacific small states.
The small states of the Asia and Pacific region are remote, widely dispersed, and scarcely populated (Figure 1 ). They are geographically distant from their major markets and trading partners-unlike small islands in other regions. Remoteness raises transport costs and keeps these economies relatively isolated. Their large dispersion poses another challenge (Table 1) . Most Pacific Island Countries (PICs) consist of hundreds of islands scattered over an area in the Pacific Ocean that occupies 15 percent of the globe's surface. Their small size and dispersion preclude the exploitation of geographical agglomeration effects. Two PICs are the smallest IMF members in terms of population-Tuvalu and Palau. PICs' average population is half the average population of other small states outside the Pacific region. The Pacific Islands are by far the most remote countries in the world, according to different indicators: the United Nation's liner shipping connectivity index-which measures countries' connectedness to global shipping networks-based on the status of their maritime transport sector, and two different measures of distance (Figures 2-4 0 500 1,000 1,500 2,000 2,500 3,000 3,500 4,000 In providing public services, the Asia and Pacific small states face higher fixed (i.e., per capita) government costs relative to other small states (Figures 5 and 6) . This is because public services must be provided regardless of the small population. In the island states, this effect is compounded by remoteness and large dispersion and it leads to an inverse relationship between the size of the country and the government. Large dispersion and smallness increase input costs and worsen the diseconomies of scale associated with small populations in providing such public goods and services as education, justice, social services, infrastructure, and in creating public institutions. Current government spending as a share of GDP is generally higher in the micro states than in all other groups. (Figures 7 and 8 ). Less openness reflects their remoteness, their underdeveloped infrastructure (which hurts tourism), and low competitiveness. Poor connectivity and high transport costs have prevented greater trade integration with the rest of the region. Trade openness has increased over time and integration has benefitted the Asia and Pacific small states, but it has also posed challenges because shocks are transmitted more rapidly in a more interconnected world. (Figures 9 and 10 ). Access to credit is more limited than in other small states. And in the Pacific Islands, land tenurecommunal land-is a constraint on credit growth and private sector development, leading to less inclusive growth. In most Pacific Islands, land is owned by the government and by large families, rather than by individuals. Family tenure makes property rights unclear and limits the ability to use land as collateral. If banks are unable to effectively secure their lending with land as collateral, lending becomes costly. The spread between lending and borrowing rates is very high in the Pacific Islands. 
PICs appear to be less open than comparators but openness has increased recently

Financial depth is generally below that of other small states
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years. This reflects continued high levels of non-interest income, largely from foreign exchange activities and from fees and charges-which are higher than some comparators (Table 3) . 4 Low access to credit by the private sector is an impediment to inclusive growth ( Figure 11 ). Indeed, a simple regression suggests a negative relationship between inequality (proxied by the Gini coefficient) and the share of private credit as a percent of GDP. Fostering financial inclusion by increasing the use of mobile phone networks for basic financial services is a recent positive development in the small Pacific states (i.e., Fiji, Samoa, Solomon Islands, and Tonga) to support private sector growth. The decreasing cost of sending remittances to the Pacific by Australian banks is also helping foster financial sector intermediation. 4 Davies and Vaught (2011) .
Net interest income
Non-interest income (percent of total assets) (percent of total assets) The use of dollarization or of fixed/managed exchange rate regimes for the other AsiaPacific small states reflects the fixed costs of operating an independent monetary policy as well as weak monetary transmission mechanisms. The latter is largely the result of structural characteristics of financial markets (e.g., shallow money markets, the absence of such institutions as credit bureaus that facilitate bank lending, and small market size).
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Capacity constraints are another key challenge. These constraints are larger in the PICs relative to their comparators. For example, school enrollment is lower than in other small states ( Figure 14) . A recent analysis 6 suggests that in the small PICs capacity constraints within the public service are associated with small size and explain the underperformance on public financial management reforms. These constraints represent another impediment to raising growth potential. That said, Solomon Islands has recently taken commendable steps 5 Yang and others (2011). 6 Haque and others (2012). to strengthen public finance management and promote budget transparency and accountability, as have Fiji and Vanuatu. (Figure 15 ). In the Asia and Pacific region, of the 12 countries with the lowest rank on the human development index, 6 are small states, and 3 are micro states.
Human development indicators are among the lowest in the region
III. MANAGING SHOCKS, VULNERABILITY, AND VOLATILITY
A. Shocks
Small states in the Asia and Pacific region are heavily exposed to shocks. Some shocks are related to external developments, some to weather and environmental events, and some are home grown, such as political shocks.
The main channels of spillover from a global downturn are the terms of trade, remittances, tourist flows, and the financial channels.
 All PICs remain especially vulnerable to global commodity price shocks-particularly for food and fuel, given their large share in total imports (about 50 percent). In light of the rise in commodity prices and their greater volatility in recent years, terms-of-trade shocks have translated into large output shocks. 7 Higher import prices have also raised production costs and reduced real household income.
 External demand and financial shocks are also important. The main channels of contagion are changes in remittances (in Samoa, Tonga, Tuvalu, and, to a lesser extent, Fiji) and tourism receipts (in Maldives, Palau, Vanuatu, Samoa, and Fiji) ( Figure 16 ). A fall in stock prices in the advanced economies would also affect PICs with large trust 7 See Sheridan, Tumbarello, and Wu (2012) , for an assessment of the impact of external shocks from global and regional economies on the PICs. Maldives, Marshall Islands, and Tuvalu). This makes them highly vulnerable to the effects of such climate change as sea-level rise and coastal erosion. While worldwide databases are available to account for the costs of natural disasters, the costs of climate change (including the fiscal costs), which are substantial in the Asia and Pacific small states, remain largely unestimated.
The frequency of shocks is also higher in the small Pacific Islands than in other comparators ( Figure 21 ). Our event analysis shows that political, terms-of-trade, and natural disaster shocks are more frequent relative to other low-income small states.
B. Vulnerability
Reliance on aid and remittances to finance structural trade deficits remains a key vulnerability (Figures 22 to 24) . Small domestic markets coupled in most cases with poor resource endowments result in large trade deficits. The Asia-Pacific small states rely heavily on imports; most are net importers of energy and food, given the shortage of arable land. They also import capital goods because of their dependence on imported technologies and other consumer goods. Owing to large official development assistance (ODA) flows, debt levels have remained in check for most countries until recent years ( Figure 25 ). But since the 2008-09 crisis, debt has increased, in part because of the need for countercyclical fiscal support and partly because of new borrowing from Asian emerging markets. Fiscal space is currently limited for Asia and Pacific small states with high public debt, which narrows the scope for countercyclical policies should the economies weaken. As of February 2013, based on the latest published Article IV staff reports, four Asia-Pacific small states were at high risk of debt distress (Kiribati, Maldives, Tonga, and Tuvalu), according to the low-income countries debt sustainability analysis; three were at moderate risk of debt distress (Bhutan, Samoa, and Solomon Islands); and two at low risk of debt distress (Fiji and Vanuatu).
Different indices of vulnerability to shocks have been developed in the literature. The
Becker index (2012) provides a vulnerability ranking based on different dimensions of vulnerability (e.g., small population, volume of arable land, and distance). The analysis also shows that using GNI per capita to determining the income status of small states can be misleading when the population is very small and dispersed. This is because a much higher proportion of income in micro states covers fixed costs of government, such as the costs of establishing institutions and providing public services, especially in countries composed of scattered islands. Therefore, per capita indicators tend to overstate the economic conditions of micro states. Because of the high fixed costs and distance from the rest of the world, these states' effective purchasing power is actually quite low despite a not-so-low GNI per capita. Similar vulnerability indices have been developed by Briguglio (1995) and the Commonwealth Secretariat (2000).
C. Volatility
The small states of the Asia and Pacific region face higher volatility than other small states in several respects, specifically, per capita GDP growth, changes in the terms of trade, aid, current account balance, and revenue. (Figure 29 ). During 1990-2010, the terms of trade were more volatile than in other small states. Aid flows were also more volatile, especially among the micro states. Over the last 20 years, this volatility reflected a drop in assistance from traditional European donors, and the emergence of Australia as the largest aid provider in the Pacific. In the micro states, the greater aid volatility may also reflect the fact that aid flows generally finance specific one-off projects. Volatility of terms of trade and aid has resulted in greater current account volatility. Managing revenue volatility is a major challenge for Asia and Pacific small states as such volatility can foster fiscal policy pro-cyclicality-that is, expansionary fiscal policy during upturns and contractionary policy during downturns. Indeed, fiscal policy appears to have been pro-cyclical in many Asia and Pacific small states in recent years. Only 5 out of 13 countries have adopted a multi-year budget framework to help smooth the expenditure path over the medium term. And only one country, Timor-Leste, has a fiscal rule and a stabilization fund to manage the volatility of fiscal revenue and ensure intergenerational equity in the distribution of earnings from its natural resources. 
Box 1. Special Challenges Facing Pacific Islands Micro States
More volatility. Micro states face more volatility with respect to their GDP growth, revenue, aid, terms of trade, and current accounts relative to the rest of the Asia-Pacific small states 1 and other small states outside the region. Climate change. Rising sea level is a large threat for Kiribati, Marshall Islands, and Tuvalu. The costs of climate change cannot be internalized by individual countries. And development spending is sometimes redirected to building sea walls. Aid for climate-change mitigation is expected to come at the expense of other project-financing aid, unless the aid envelope expands substantiallywhich does not appear likely.
High aid dependency. The micro states depend heavily on aid to finance their large external and internal imbalances, and their development needs. The expiration of the "Compact grants" in fiscal year 2023/24 would create both fiscal and external difficulties for Marshall Islands, Micronesia, and Palau if they fail to implement reforms to achieve self-sufficiency.
Fragility. Kiribati, Marshall Islands, and Micronesia are also classified as fragile states by the World Bank. 
IV. UNDERSTANDING GROWTH AND PERFORMANCE
As a result of these factors, PICs' real GDP per capita is among the lowest among the small states (Figure 33 ). Since 1990, real GDP per capita (in PPP terms) in the PICs has increased less than 25 percent, compared with 45 percent in the Eastern Caribbean Currency Union (ECCU) and more than 30 percent in small states. PICs have not been able to benefit from growth in emerging Asia-where GDP has increased by about 120 percent over the same period. (Figure 34 ). During 1990-2010, per capita income (in PPP terms) in the Pacific grew by 77 percent, compared with 130 percent in the ECCU and less than 85 percent in the small states. Per capita income in emerging Asia had grown by over 250 percent over the same period.
Data on income per capita show a similar pattern
As of 2011, the average GNI per capita for the PICs was one third the average income of the Caribbean countries. While per capita GNI in Tuvalu and, to a lesser extent, in Marshall Islands and Micronesia, appears relatively high, it overstates public spending capacity in these countries. In Tuvalu, for example, GNI exceeds GDP by 60 percent, because of sizable government investment income from its sovereign trust fund whose assets are invested abroad. 8 In Tuvalu, however, much of the investment income cannot be spent as the multilateral agreement governing the fund stipulates that the real value of the Trust Fund, indexed to Australian inflation, be maintained. This places limits on the use of earnings for budget support. The inflation component of earnings is about two-third of total earnings, or about 10 percent of GNI, which is the amount needed every year to maintain the value of the fund constant in real terms. Marshall Islands and Micronesia are bound by a similar bilateral agreement with the United States governing the trust fund management until 2023/24.
PICs seem to be stuck on a low-growth path. Growth in these countries has been weak over the last two decades, even more so relative to other small states (Figures 35 and 36) . Over the last 20 years, PICs' annual GDP growth has averaged just 2 percent-much lower than the Asian low-income countries (6 percent), the ECCU countries (4 percent), and the small states (4½ percent). Because of their demographics, the underperformance of the PICs, in per capita terms, is also more striking. 8 In Tuvalu, the trust fund was established in 1987, by several development partners. The trust funds of Micronesia and of Marshall Islands were both established by the amended Compact Agreement between the United States and these countries in 2004. While the PICs have done slightly better than comparators during the recent business cycle, growth rates remain quite low, especially among the net commodity importers. Strong linkages with resilient economies in the region (Australia and, to a lesser extent, emerging Asia) have helped cushion the downturn in all PICs.
Since the 2008-09 crises, some Asia and Pacific small states have made progress in rebuilding policy buffers but they need to do more ( Figure 37 ). Their reserve position has improved on balance relative to 2004-07. But more than half of the PICs emerged from the crisis with somewhat less comfortable fiscal buffers (higher debt and larger fiscal deficits) than before the crisis.
A. Econometric Analysis: Growth Determinants in the Asia and Pacific Small States
Our econometric analysis confirms that PICs have underperformed relative to their peers (Table 4) . After controlling for some standard variables that explain per capita GDP growth, PICs suffer a disadvantage in per capita GDP growth of about 2 percentage points, compared with an average small state.
All variables have the expected sign. Trade openness and a well educated population have a positive impact on real GDP per capita growth, while public debt, GDP volatility, and government consumption do not. High government consumption crowds out productive investment. Our analysis shows that while small states have grown 1¼ percentage points less than big states (Model 1), after controlling for other variables, PICs have grown by 3 percentage points less than non-small states (Model 2).
Our econometric results show that PICs' geographical disadvantage undermines their growth performance. Once distance is included in the regression, the dummies for the PICs and other small states become insignificant (Model 5) . This suggests that distance is a key variable in explaining the difference in growth performance in small states-especially the PICs-even after controlling for other factors. Remoteness is proxied by distance to the closest continent and the coefficient has the expected negative sign. This result is in line with other studies (Yang and others 2013) . The APD small states as a whole have also underperformed relative to the average small states, but this difference is not statistically significant (Models 3 and 6). Finally, higher fixed government costs, capacity constraints, less openness, and higher GDP volatility relative to other small states also contribute to explain the difference in growth performance. Further econometric analysis shows that indeed APD small states are different from other small states. In order to quantify the importance of different growth determinants of the Pacific islands relative to comparators, we regressed each explanatory variable used in Table 4 on the same set of regional dummy variables as well as on the dummies for small states and PICs. Compared with an average small state, PICs have lower initial income, less openness, lower education, lower debt, but have higher GDP volatility, and higher government consumption, as expressed by the sign of the coefficients of the PIC dummy in Table 5 . Combining the results of Table 4 and Table 5 , we can disentangle the relative impact of each determinant in explaining growth in the PICs relative to other small states. For example, PICs lower initial income has a positive effect on growth. Based on the convergence hypothesis we found in the regression, the lower initial income has allowed PICs to grow about ½ percentage point (=-2.3*-0.0017) faster than an average small state. However, this positive factor, together with PICs lower debt level relative to other small states which has increased PICs' growth by about 0.1 percentage point (=-0.113*-0.0088), have been negatively offset by others (lower education, higher distance, higher government consumption over GDP, lower openness and high GDP volatility) that have been detrimental to PICs' growth performance. For example, higher government consumption relative to GDP has a large negative growth effect for the PICs (0.167*-0.0939=-1.6 percentage points). The same exercise was performed for all APD small states (Table 6 ). Bolstering public institutions, particularly through public finance management reforms, would also improve expenditure efficiency. Strengthening public finance by introducing a multi-year budget framework will help bring about realistic fiscal plans and guard against pro-cyclical policies. A multi-year fiscal framework built around simple fiscal anchors could also contribute to a better balance between rebuilding buffers and allocating sufficient budget resources for priority needs. From a political economy point of view, this would also help build consensus on the appropriate sequencing of development projects and contain spending pressure in the near term. This would also help better calibrate the pace of spending by taking into account capacity constraints.
Some scope exists for increasing competition in the banking sector, but financial deepening also requires the development of non-bank institutions. These include finance companies, foreign exchange dealers, and micro-credit institutions, which have the potential to be competitive, apart from the main commercial banks. Financial-inclusion initiatives, such as lowering the cost of remittances and mobile phone banking, can also help foster private sector development.
Regional solutions to common problems should also continue to be pursued. A regional approach can help individual countries mitigate the challenges associated with their small size and high dispersion, including by increasing economies of scale through cooperation. Regional approaches can encourage the alignment of regulations and laws across the Pacific, lower transaction costs, and reduce the need for country-specific knowledge on regulatory approaches. They can also promote regional integration and the exchange of knowledge, best practices, and experience. Regional solutions to natural disaster risk insurance could be pursued.
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The key sectors include fisheries, information and communication technology, and aviation safety. Progress has been made in the fishery sector, through the Nauru Agreement, to strengthen regional capacity to increase bargaining power of license-issuing countries, and regional control to stop illegal fishing, but major barriers to labor and investment persist and require further collective efforts. The seasonal employment scheme, opened to PICs and Timor-Leste, first introduced by New Zealand in 2006 and followed more recently by Australia is a successful case of enhanced integration with neighboring countries that has generated income opportunities and enhanced skills of Pacific island workers in countries with a shortage of labor.
Further integration with the Asia and Pacific region, through trade and investment, should help raise growth potential. While the Pacific islands are geographically scattered and remote, the closest markets are the most dynamic in the world. The resilience of Australia and emerging Asia in recent years has played an important role in helping the Pacific Islands' recovery. 
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